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Value Investing has lost its way!
-

0 It has become rigid: In the decades since Ben Graham published Security Analysis,
value investing has developed rules for investing that have no give to them. Some of
these rules reflect value investing history (screens for current and quick ratios), some
are a throwback in time and some just seem curmudgeonly. For instance,

o Value investing has been steadfast in its view that companies that do not have significant
tangible assets, relative to their market value, and that view has kept many value investors out
of technology stocks for most of the last three decades.

o Value investing's focus on dividends has caused adherents to concentrate their holdings in
utilities, financial service companies and older consumer product companies, as younger
companies have shifted away to returning cash in buybacks.

o Itis ritualistic: The rituals of value investing are well established, from the annual trek
to Omaha, to the claim that your investment education is incomplete unless you have
read Ben Graham's Intelligent Investor and Security Analysis to an almost
unquestioning belief that anything said by Warren Buffett or Charlie Munger has to be
right.

o And righteous: While investors of all stripes believe that their "investing ways" will yield
payoffs, some value investors seem to feel entitled to high returns because they have
followed all of the rules and rituals. In fact, they view investors who deviate from the
script as shallow speculators, but are convinced that they will fail in the "long term".




1. Be clearer about value vs price..
-
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* \Value is a function of cash flows, growth and risk, and any intrinsic valuation
model that does not explicitly forecast cash flows or adjust for risk is lacking core
elements.

» Price is determined by demand and supply, and moved by mood and momentum,
and you price an asset by looking at how the market is pricing comparable or
similar assets.

* Many value investors seem to view discounted cash flow valuation as a
speculative exercise, and instead pin their analysis on comparing comparing on
pricing multiples (PE, Price to book etc.).



Value Drivers...
O T

The Value Drivers for a Company

Revenue Growth Operating Margins Growth/Investment Efficiency
Function of the size of the total Determined by pricing power and Measure of how much investment
accessible market & market share cost efficiencies is needed to deliver growth
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Expected FCFF = Revenues * Operating Margin - Taxes - Reinvestment
Value of |,
Business
T Risk-adjusted Discount Rate
Failure Risk Cost of Equity T Cost of Debt
Chance of grevious Rate of return that equity Cost of borrowing money, net of
or catastrophic event investors demand tax advantages
putting business
model at risk.




2. Avoiding uncertainty cannot be the end
game...
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Build uncertainty into your valuations...
-

Continuous risks show up in cash flows & discount rates |

Micro economic and

company specific risks show
affect expected cash flows.

Only macro economic risks get
reflected in the discount rate,
since investors are assumed to
be able to diversify micro risks.

Expected Cash Flows

]

Risk-adjusted
Discount Rate

get discounted at fo get

Estimation risks can be reduced by collecting more information
and using it to better estimate cash flows & discount rates.

Discrete risks (distress, nationalization,
regulatory approval etc.) are brought in
through probabilities and value

conseqguences.
And probability
Value adj_usted fo Adjusted Value |
arrive at

Economic risks show up in
unexpected changes in value




3. The Margin of Safety 1s not a substitute for

risk assessment...
L]

Do you believe that the marginal investors
who price risk are diversified?
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Do you believe in price- Do you believe in price-
based risk measures? based risk measures?
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And increasing MOS creates a trade off...

The Truth
Stock is under valued Stock is over valued
Stock is Type 1 investment error: Buy
under | A Good Buy the wrong stock or fail to sell
Your valued the right stock.

Analysis | Stock is | Type 2 investment error: Fail

over to buy the right stock or sell A Good Sell
valued |the wrong one.

Reduces the chance
of type 1 error

Increases the likelihood of
type 2 error

Higher Margin of Safety




4. Don’t take accounting at face value... Or look

to accounting rules for salvation..
N S

0 It is undeniable that value investing has an accounting
focus, with earnings and book value playing a central
role in investing strategies.

1 There is good reason to trust those numbers less now
than in decades past, for a few reasons.

O One is that companies have become much more aggressive in
playing accounting games, using pro forma income statements
to skew the numbers in their favor.

O The second is that as the center of gravity in the economy has
shifted away from manufacturing companies to technology and
service companies, accounting has struggled to keep up. In fact,
it is clear that the accounting treatment of R&D has resulted in
the understatement of book values of technology and
pharmaceutical companies.



5. You can pick stocks and be diversified... At the

same time...

o While not all value investors make this contention, a
surprisingly large number seem to view concentrated
portfolios as a hallmark of good value investing, arguing
that spreading your bets across too many stocks will
dilute your upside.

0 The choice of whether you want to pick good stocks or
whether you want to be diversified is a false one, since
there is no reason you cannot do both.

0 After all, you have thousands of publicly traded stocks to
pick from, and all that diversification requires is that
rather than put your money in the very best stock or the
five best stocks, you should hold the best thirty or forty
stocks.
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Concentration vs Diversification
O

Absolute | Concentrate your portfolio in most under valued stock | Abselute
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6. Don’t’ feel entitled to a reward for your

virtue...
B,

0 Investing is not a morality play, and there are no virtuous
ways of making money. The distinction between
investing and speculating is not only a fine one, but very
much in the eyes of the beholder.

o To hold any investing philosophy as better than the rest is a sign
of hubris and an invitation for markets to take you down.

o Keeping an open mind about other investment philosophies can
not only keep you grounded but allow you to incorporate
aspects of those philosophies into your own.

0 If you are a value investor, that is your choice, but it
should not preclude you from treating other investors
with respect and borrowing tools to enhance your
returns.
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